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Determinants of Foreign Direct Investment in Developed and Developing 
Countries: Impact of Political Stability 1

Stable political environment and prominent development of political institutions increase foreign direct 
investment flows by providing lower risks for investors. However, this impact can vary according to the de-
velopment of the country. This study aims to investigate the impact of various indicators of political stabil-
ity on foreign direct investment attraction for different economies distinguished by their development level. 
Our database includes 66 FDI-recipient countries and 98 FDI-investing countries for the period from 2001 to 
2018. By applying the gravity approach and Poisson Pseudo Maximum Likelihood method with instrumental 
variables (IV PPML), we model bilateral FDI flows, incorporating variables reflecting various aspects of po-
litical stability formed by the principal components analysis. Interestingly, we found mixed results regarding 
the impact of political stability on FDI flows. In particular, political stability indicators were found to be in-
significant, when analysing the bilateral FDI flows for the group of developed economies. We obtained simi-
lar result for the group of developing economies. However, political stability variables significantly influence 
FDI flows for countries with different development level, confirming the hypothesis that countries’ develop-
ment affects bilateral FDI flows. Besides, we discover the significant difference between developed and devel-
oping countries referring to FDI-investors. Based on the obtained results, we highlight a few policy implica-
tions for developing and developed economies. 
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Влияние политической стабильности на прямые иностранные инвестиции  
в развитых и развивающихся странах

Стабильная политическая и институциональная среда способствует увеличению потоков прямых 
иностранных инвестиций в экономику благодаря снижению потенциальных рисков для иностранного 
инвестора. Однако это влияние может варьироваться в зависимости от уровня развития страны. 
Основная цель исследования заключается в оценке влияния показателей политической стабильности 
на привлечение прямых иностранных инвестиций для стран, различающихся по уровню экономиче-
ского развития. Эконометрический анализ проведен на основе базы данных по двусторонним пото-
кам прямых иностранных инвестиций по 66 странам — получателям ПИИ и 98 странам — инвесто-
рам ПИИ за период с 2001 по 2018 гг. Эмпирический анализ, представленный в данном исследовании, 
основан на гравитационном подходе для получения достоверных эконометрических оценок. Основным 
методом эконометрического моделирования является метод псевдомаксимального правдоподобия 
Пуассона с инструментальными переменными (IV PPML). Для структурирования показателей поли-
тической стабильности применяется метод главных компонент. Выявлено неоднозначное влияние 
политической стабильности на потоки прямых иностранных инвестиций. В частности, показатели 
политической стабильности не играют большой роли для установления двусторонних потоков ПИИ 
между развитыми странами; аналогичная ситуация наблюдается в странах с развивающейся эконо-
микой. Однако показатели политической стабильности увеличивают приток прямых иностранных 
инвестиций для стран с разным уровнем развития, подтверждая гипотезу о влиянии развитости эко-
номики. Кроме того, были обнаружены существенные различия в значимости факторов между ПИИ-
инвесторами развитых и развивающихся стран. На основе результатов эмпирического исследования 
предлагаются рекомендации по совершенствованию политики в области привлечения прямых ино-
странных инвестиций.

Ключевые слова: прямые иностранные инвестиции, политическая стабильность, экономическое разви-
тие, гравитационная модель, метод псевдомаксимального правдоподобия Пуассона с инструментальными 
переменными, метод псевдомаксимального правдоподобия Пуассона, метод главных компонент, развиваю-
щиеся экономики, развитые экономики, двусторонние потоки ПИИ
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Introduction
Nowadays, foreign direct investment is an in-

tegral part of an open and efficient international 
economic environment. In addition, foreign direct 
investment stimulates economic growth and pro-
vides sustainable, highly-qualified and balanced 
economic development. Considering the fact that 
developing economies are striving to achieve 
higher development and economic growth rates, 
attraction of foreign direct investment might be 
even more significant for these economies. On the 
other hand, foreign direct investment is associ-

ated with the negative circumstances, especially 
for developing countries, as it implies the control 
of the enterprise by another country. In addition, 
the profit obtained in the FDI-recipient country is 
transferred abroad, which can harm the economy. 
It is worth to note that for many countries foreign 
direct investment is a possibility to get new tech-
nologies, update and promote production capac-
ities, gain methods of effective management and 
provide wider employment opportunities [1, 2]. In 
terms of developing economies, foreign direct in-
vestment is seen as an instrument of successful 
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integration into international economics and val-
ue-added manufacturing chains.

Recent studies highlight a wide range of deter-
minants of foreign direct investment, which are 
valuable in its attraction. All factors can be de-
fined as macroeconomic factors, government pol-
icy towards foreign direct investment, intra-firm 
and institutional factors. To obtain higher val-
ues of foreign direct investment, research results 
on their determinants can be implemented by re-
ceiving and investing countries. Therefore, the 
study has a considerable scientific and applied 
significance. 

In order to benefit from foreign direct invest-
ment, states need to pursue appropriate public 
policies that will contribute to the creation of fa-
vourable conditions for investors by ensuring po-
litical and financial stability, as well as protection 
of their rights, for which the institutional environ-
ment in the country is responsible. In the last cen-
tury, many researchers have been interested in in-
stitutional factors, in particular, in the aspect of 
foreign direct investment attraction [3].

This article aims to examine the impact of po-
litical stability on bilateral flows of foreign direct 
investment. First, it is considered that the lower 
political stability causes higher risks for an in-
vestor; therefore, it can be assumed as additional 
tax burden. Second, as Daude and Stein [5] men-
tioned in their research, political instability in-
creases the uncertainty faced by foreign investors, 
which negatively affects foreign direct investment 
inflows. Buchanan, Le and Rishi [4] hypothesised 
that weaker institutional development leads to 
a decrease in political stability, which increases 
volatility of foreign direct investment flows. 
Improvement of the institutional quality and po-
litical stability makes national economy more 
competitive and, therefore, increases the amount 
of foreign direct investment outflows. At the same 
time, enhancement of political stability in the re-
cipient country should raise incoming foreign di-
rect investment [4, 5].

Therefore, the main aim of the research is to 
study the impact of political stability on foreign 
direct investment attraction considering the de-
velopment of the observed countries. In order to 
obtain robust results, instrumental economet-
ric analysis was applied. For the analysis, we used 
a dataset on bilateral foreign direct investment 
flows, which includes 66 recipient countries and 
98 investing countries. For political stability in-
dicators, twelve indices estimated by PRS-Group 
were implemented: “Government Stability”, 
“Socioeconomic Conditions”, “Investment 
Profile”, “Internal Conflict”, “External Conflict”, 

“Corruption”, “Military in Politics”, “Religious 
Tensions”, “Law and Order”, “Ethnic Tensions”, 
“Democratic Accountability” and “Bureaucracy 
Quality”. These variables were converted into 
three larger indicators applying principal com-
ponent analysis. The model was built based on 
the gravity approach. Pseudo Poisson Maximum 
Likelihood method with instrumental varia-
bles was implemented in order to achieve robust 
estimations,. 

The paper contains five parts, including the in-
troduction. The second part is devoted to the liter-
ature review on the issue, in particular, on the dis-
cussion of the existing empirical studies. The fol-
lowing chapter describes the methodology used in 
the research and construction of the econometric 
model together with descriptive statistics and de-
scription of the variables used for the econometric 
estimations. The next part presents the results of 
the research. The conclusions are provided in the 
last part to highlight possible policy implications 
of the obtained results. 

Literature Review

The empirical literature on determinants of 
foreign direct investment emphasises the signif-
icance of macroeconomic indicators, geograph-
ical factors and intra-firm indicators. According 
to macroeconomic factors affecting foreign direct 
investment attraction, many researchers confirm 
the impact of openness of FDI-recipient econ-
omy [1], inflation rate and labour expenditures [6], 
government expenditures [7], international trade, 
considering the volumes of export and import [8], 
tax rates [9], national innovation development 
[10], government expenditures for education [11], 
infrastructural development [12], etc.

The following indicators are frequently consid-
ered as geographical determinants of foreign di-
rect investment flows: common language [9, 13], 
common border [14], existence of common history, 
natural resources abundance and regional charac-
teristics in the country [15, 16, 17, 18]. These fac-
tors also indicate the resemblance of the coun-
tries. Additionally, in major studies, the scent of 
previous colony is also accounted as a geograph-
ical indicator. 

Alternative studies on foreign direct invest-
ment attraction consider firm level characteris-
tics, which are associated with technological ad-
vance of a company, transportation costs [19], 
growth of returns on scale, operation costs and 
size of the market [8]. Considering the research of 
intra-firm factors affecting inward and outward 
foreign direct investment flows, all the factors 
can be divided into pure companies’ characteris-
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tics and factors, which are proposed by the local 
and foreign government. As most of the intra-firm 
costs were reduced, investors became more aware 
of institutional environment that creates sustain-
able and suitable business conditions for foreign 
firms entering the national markets.

Therefore, due to increasing attitude towards 
institutional determinants, which can be associ-
ated with integration processes in the world eco-
nomics, a large number of studies on the impact 
of institutional factors on foreign direct invest-
ment flows has appeared recently. Given that, the 
current research is aimed at studying more pre-
cisely this group of factors describing them with 
more diligence. One of the first works on empirical 
significance of institutional determinants has re-
vealed that political instability leads to a decrease 
in foreign direct investment inflows [20]. The 
study by Gastanaga, Nugent and Pashamova re-
veals that lower level of corruption, lower nation-
alisation risk and juridical protection of transac-
tions increase incoming foreign direct investment 
[21]. Most of the premier research examined the 
impact of particular institutional factors on for-
eign direct investment inflows. For instance, Wei 
confirmed that the level of corruption in the coun-
try negatively affects the decision of foreign in-
vestors, specifically, transnational companies, to 
organise production in the country [22]. Jensen 
[23] and Ahlquist [24] argue that countries with 
more advanced democracies attract more foreign 
direct investment. Along with that, inefficient in-
stitutional environment, which considers corrup-
tion, political instability and insufficient legisla-
tive regulation, leads to the reduction of foreign 
direct investment flows to the recipient coun-
try [25]. According to Daude and Stein, such in-
dicators as lack of cruelty from the ruling party, 
high-quality government regulation, control over 
corruption and social infrastructure creation in-
crease foreign direct investment inflows, while 
unpredictability in economic changes and finan-
cial policy, excessive administrative burdens and 
non-compliance with government obligations se-
verely them [5]. Gani obtained similar results: the 
evidence shows that improved control over cor-
ruption, political stability, regulation quality, and 
government effectiveness stimulate the flow of 
foreign direct investment into the country [26].

The prior studies were conducted applying 
qualitative institutional indicators. Nevertheless, 
contemporary research is frequently using alter-
native institutional dimensions. Some authors 
concluded that the calculation of institutional in-
dices gives more indicative results than the use of 
quantitative variables [27]. Proxy variables, such 

as the number of revolutions and attempts on 
government representatives, are seen as less in-
dicative, since there might not have been revolu-
tions or attacks in some countries. Plenty of stud-
ies consider aggregate indicators that consist of 
various aspects of an institutional development of 
a country as determinants of foreign direct invest-
ment inflows. Globerman and Shapiro, using an 
index that includes indicators of corruption, rule 
of law, regulation quality, and political stability, 
show that an increase in the indices contributes to 
foreign direct investment inflows to the country 
[28]. Buchanan, Le and Rishi show that the institu-
tional quality index has a positive effect on foreign 
direct investment inflows and negatively affects 
the volatility of these flows [4]. Foreign direct in-
vestment inflows also depend on legal system ef-
ficiency [29, 30], regulation and entry barriers [31] 
and property rights protection [32]. Ali, Fiess and 
MacDonald confirmed that international country 
risk index significantly affects foreign direct in-
vestment inflows [33]. 

Although institutional indicators put forward 
a primary concern, traditional factors are still 
significant in foreign direct investment attrac-
tion [34]. Therefore, they should be controlled for 
economic factors [35, 36]. Meanwhile, an addi-
tion of institutional indicators into an economet-
ric model can significantly decrease the effect of 
macroeconomic variables on inward foreign direct 
investment flows [37]. 

However, a few empirical studies do not sup-
port the traditional view of the positive impact of 
institutional variables on the inward foreign direct 
investment flows. The research work of Asiedu 
shows that neither political risk nor expropriation 
risk have a statistically significant effect on for-
eign direct investment inflows [38]. Noorbakhsh, 
Paloni and Youssef were unable to identify a sta-
tistically significant relationship between democ-
racy, political risk, and foreign direct investment 
inflows [11]. Some studies conclude that the level 
of democracy in the host country, corruption, le-
gal system and bureaucracy quality negatively af-
fect inward foreign direct investment flows [39, 
40]. Using an institutional development index that 
includes indicators of corruption, political stabil-
ity, bureaucracy and the effectiveness of the legal 
system, Wheeler and Mody identified no relation-
ship between the index and the decision of trans-
national companies (TNCs) to invest in the coun-
try [12]. Similar results were obtained in the work 
of Asiedu based on an aggregate indicator that in-
cludes the security of contracts, the presence of 
restrictions on the export of capital and the aver-
age delay in payments [41].
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Data and Econometric Methodology

Gravity Approach

Gravity approach is one of the most common 
techniques in empirical literature for modelling 
foreign direct investment flows. It was first used 
by Tinbergen for modelling cross-country trade 
flows [42]. The author concluded that the income 
of countries trading with each other has a posi-
tive effect on export volumes in these countries, 
while the distance negatively affects the amount 
of trade due to a decrease in the level of trade be-
tween the countries. This model has become wide-
spread due to the high accuracy of assessment of 
the indicators. Later, Brainard implemented the 
gravity approach for studying foreign direct in-
vestment flows [43]. The model was based on three 
main variables, indicating the size of economies 
(FDI-investor and FDI-recipient), that are consid-
ered in current research as the gravity variables. 
Therefore, the gravity model can be represented 
with equation 1:

,it jt
ijt

ij

GDP GDP
FDI

D

×
=                     (1)

where FDIijt is a flow of foreign direct investment 
from country j to country i in a year t, GDPit and 
GDPjt is the size (gross domestic product (GDP)) of 
the countries i and j in the year t, Dij is the distance 
between the countries.

Theoretical reasoning of implementing the 
gravity approach to bilateral foreign direct invest-
ment flows is highlighted in neoclassical models 
[44], contemporary models of horizontal foreign 
direct investment [19, 45], contemporary models 
of vertical foreign direct investment [46, 47], and 
also the latest models with heterogeneous firms 
[48, 49, 13]. 

Research Hypothesis

In order to solve the problems and overcome 
the limitations stated in the previous part, the fol-
lowing research hypotheses were formulated.

Hypothesis 1. The development of sustainable 
political environment increases inward foreign di-
rect investment flows. First, the higher level of po-
litical stability leads to an increase in investors’ 
property rights security. Second, it should de-
crease operational and bureaucratic costs for for-
eign investors. Therefore, higher indicators of po-
litical stability might increase inward foreign di-
rect investment. 

Hypothesis 2. The impact and significance of 
political stability differs according to the devel-
opment level of FDI-recipient and FDI-investing 
countries. Developed economies are associated 

with better institutional environment and higher 
political stability indicators. Hence, for developed 
investor countries, the political stability indica-
tor should be more important, while developing 
economies strive to invest to more politically sta-
ble countries. In this regard, if countries have the 
same development level, then other factors should 
be more significant rather than institutional. At 
the same time, country risks are more significant 
for companies from developed countries investing 
to developing ones, because the ability of compa-
nies from developed countries to withstand an un-
favourable environment associated with weak in-
stitutions is at a lower level compared to compa-
nies from countries with weaker institutions that 
exist in such an environment. Simultaneously, 
for companies from less developed countries, the 
level of institutional development of other states 
is probably less significant, because they do not 
face greater risks of doing business abroad com-
pared to their home country.

Data and Econometric Model

While constructing an econometric model, the 
gravity approach was implemented. Therefore, 
FDIijt is a dependent variable, which indicates 
flows for foreign direct investment from country i 
to country j in a time t. 

Three different types of indicators are used as 
independent variables. The first ones are “gravity” 
variables, applied in the gravity model. They indi-
cate the size of economies and distance between 
them:

—	lgdpIMPit — logarithm of gross domestic 
product (GDP) of FDI-recipient country (mln doll. 
USA);

—	lgdpEXPit — logarithm of GDP of FDI-
investing country (mln doll. USA);

—	ldistij — logarithm of distance between FDI-
recipient and FDI-investing countries (km). 

Accounting for gravity model assumptions, the 
correct and robust estimations should provide 
significant and positive b-coefficients for varia-
bles, indicating economies’ size, while the coeffi-
cient for distance between FDI-recipient and FDI-
investing countries should have significant and 
negative sign. 

Another group of variables represented as a 
vector of various indices accounts for institu-
tional indicators, which are included into the da-
taset in order to test the stated hypothesis. For 
intuitional variables, we use the indices of polit-
ical stability PoliticalStabilityit calculated by PRS-
Group, which includes twelve different indica-
tors: “Government Stability”, “Socioeconomic 
Conditions”, “Investment Profile”, “Internal 
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Conflict”, “External Conflict”, “Corruption”, 
“Military in Politics”, “Religious Tensions”, “Law 
and Order”, “Ethnic Tensions”, “Democratic 
Accountability” and “Bureaucracy Quality”. 

The last are control variables, which are in-
cluded into the model in order to get unbiased es-
timations of the impact of political stability on 
foreign direct investment inflows [35]:

—	Opennessit — an indicator of trade openness 
of a FDI-recipient country, which represents the 
ratio of the sum of export and import to country’s 
GDP (in %). The level of economic openness indi-
cates liberal trade regime in the country, less eco-
nomic barriers for a foreign investor and greater 
degree of country involvement into international 
economic relations [50].

—	Inflationit — inflation rate in a FDI-recipient 
country (%). This indicator is included in thwthe 
econometric model as a macroeconomic factor, in-
dicating economic stability in the country, and a 
control for institutional variables.

—	lExchit — exchange rate in a FDI-recipient 
country (ratio to US dollar). This indicator is in-
cluded in the econometric model as a macroeco-
nomic factor and a control variable

The control variables are also implemented 
for robustness check, represented in the section 
“Results and Discussion”. 

To summarise, the final model should be pre-
sented as follows (equation 2):

0 1 2

3 4

5 6

lg lg

e p ,x

it jt

ij it
ijt it

it it

i it

dpIMP dpEXP

ldist Openness
FDI

Inflation lExch
PoliticalStability

β +β +β + 
 

+β +β + = ε +β +β + 
 +β 

(2)

where b0 is a constant, bi is coefficients of explana-
tory variables, εit is the regression error term.

The panel dataset used for the economet-
ric estimation is compiled based on open sources 
and includes 116 564 observations over 98 FDI-
exporting countries and 66 FDI-recipient coun-
tries for the period from 2001 to 2018. Information 
on cross-country FDI flows was obtained from 
the IMF Coordinated Direct Investment Survey 
(CDIS) 1. The offshore countries are not included 
into the dataset due to tax evasion activities that 
do not have a positive impact on the economy of 
the recipient country. Moreover, the data on off-
shore countries are confidential and not published 
in the open sources. Country GDP data, inflation 
rate, and trade openness are obtained from the 

1 International Monetary Fund. (2019). IMF data. Coordinated 
Direct Investment Survey. Retrieved from: https://data.imf.
org/?sk=40313609-F037–48C1–84B1-E1F1CE54D6D5 (Date 
of access: 15.01.2020).

World Bank database 2, the distance between cap-
itals is taken from the Meyer and Zignago data-
base [14]. 

To study the influence of political stability on 
the inward foreign direct investment flows, in-
stitutional indices compiled by the PRS-Group 
(Political Risk Services) were selected. This agency 
is the developer of the International Country Risk 
Guide (ICRG) index, which shows the level of risks 
in the country for a potential investor and consists 
of macroeconomic, market, institutional and po-
litical indicators.

Econometric Methodology

The gravity model is widely used in analysis 
of foreign direct investment inflows. It has shown 
its accuracy in assessment of econometric mod-
els. Still, there is a discussion in empirical litera-
ture on econometric methods that are suitable for 
gravity model estimations. Currently, one of the 
most advanced and suitable methods for the grav-
ity model estimation is Poisson Pseudo Maximum 
Likelihood (PPML), which deals with highly het-
erogeneous data and zero observations in a de-
pendent variable. It was first applied by Silva and 
Tenreyro in 2006 [51]. This approach has con-
firmed its efficiency in later works [52]. PPML is an 
interpretation of the generalised method of mo-
ments (GMM) from a variety of maximum likeli-
hood methods, and the generalised method of mo-
ments is often used to correct the biasness due to 
the endogeneity of explanatory variables. PPML 
with instrumental variables (IV PPML) estimates 
the parameters of a Poisson regression model in 
which some repressors are endogenous.

Due to including political stability variables 
into the regression, a problem of endogeneity can 
occur in the estimations, which cause bias and re-
gression estimations inconsistency. Endogeneity 
problem is caused by simultaneous influence of 
political stability indicators on foreign direct in-
vestment and vice versa: larger values of inward 
foreign direct investment might lead to an en-
hancement of political stability in the country. In 
order to solve this problem and obtain unbiased 
estimations, PPML method with instrumental var-
iables (IV PPML) was implemented. Four dummy 
variables indicating a country’s belonging to one 
of four legal systems — Germanic, French, Anglo-
Saxon, or Scandinavian — were applied as instru-
mental. The intuition of implementation of the 
mentioned instruments consists of historical im-

2 World Bank (2019). Retrieved from: https://databank.
worldbank.org/indicator/ BN.KLT.DINV.CD/1ff4a498/
Popular-Indicators (Date of access: 18.05.2020).
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pact of legal system on the current institutional 
environment in the country [5]. 

In a situation when several institutional vari-
ables are included in an econometric model, the 
issue on their inclusion in one regression arises. 
On the one hand, the simultaneous inclusion of 
all indicators leads to biased estimates as a result 
of multicollinearity; on the other hand, the inclu-
sion of indicators in turn will increase the num-
ber of regressions in the study and can lead to dif-
ficulties when interpreting results. Therefore, in 
current research, the method of principal compo-
nent analysis was implemented in order to struc-
ture the political stability indicators and obtain a 
sufficient amount of institutional indicators [53, 
54].

Data Description

The descriptive statistics are represented in 
Table 1. For indicators “Government Stability”, 
“Socioeconomic Conditions”, “Investment Profile”, 
“Internal Conflict” and “External Conflict” the 
minimum value is 0, which indicates the highest 
risk and the maximum value is 12, which indicates 
the better institutional environment and lower 
risks for an investor. For indicators “Corruption”, 
“Military in Politics”, “Religious Tensions”, “Law 
and Order”, “Ethnic Tensions” and “Democratic 
Accountability” the minimum value is 0, which in-
dicates the highest risk and the maximum value 
is 6, which indicates better institutional envi-

ronment. The maximum value of “Bureaucracy 
Quality” is 4, which indicates better bureaucratic 
regulation in the country. 

Taking into account the existence of 12 dif-
ferent political stability indicators, which are as-
sociated with the multicollinearity problem, we 
implement the factor analysis, more specifically, 
principal component analysis, to solve the stated 
issue. The estimation results are discussed in the 
following section.

Results and Discussion

Principal Component Analysis

The principal components analysis was con-
ducted for structuring political stability indica-
tors, which initially comprise twelve various in-
dicators: “Government Stability”, “Socioeconomic 
Conditions”, “Investment Profile”, “Internal 
Conflict”, “External Conflict”, “Corruption”, 
“Military in Politics”, “Religious Tensions”, “Law 
and Order”, “Ethnic Tensions”, “Democratic 
Accountability” and “Bureaucracy Quality”. 

The results show that first three components 
have the highest eigenvalues and explain the var-
iation by 70.35 %. According to Table 2 and scree 
plot (Figure 1), the sufficient number of factors is 
3; therefore, all 12 political stability indicators can 
be integrated into 3 indices. 

The scree plot shows that after the third com-
ponent, eigenvalues drop below 1, indicating that 

Table 1
Descriptive statistics of gravity, institutional and control variables for all countries in 2000–2018

Variable Mean Std. Dev. Min Max Obs.
FDI 96.805 2954.864 -126665.5 268457.3 116564
Log gdp of importer 11.983 1.919 7.145 16.838 116564
Log gdp of exporter 11.641 1.937 5.68 16.838 116564
Trade Openness 82.365 37.656 19.798 221.158 116564
Log of distance 8.51 0.916 4.0879 9.892 116564
Inflation 4.891 6.257 -4.478 95.005 116564
Exchange rate 281.291 1343.608 0.139 14236.94 116564
Government Stability (GS) 7.964 1.468 4.042 12 116564
Socioeconomic Conditions (SC) 6.562 2.337 1 11 116564
Investment Profile (IP) 9.208 2.037 0.083 12 116564
Internal Conflict (IC) 9.591 1.499 4.083 12 116564
External Conflict (EC) 10.018 1.214 5.5 12 116564
Corruption (CR) 3.031 1.260 1 6 116564
Military in Politics (MP) 4.617 1.336 0 6 116564
Religious Tensions (RT) 4.849 1.257 0.5 6 116564
Law and Order (LO) 4.134 1.253 1 6 116564
Ethnic Tensions (ET) 4.047 1.223 1 6 116564
Democratic Accountability (DA) 4.729 1.415 0 6 116564
Bureaucracy Quality (BQ) 2.668 .985 1 4 116564

Source: Authors’ calculations based on data provided by International Monetary Fund, World Bank and PRS-Group.

http://www.economyofregion.com


1397Rogneda I. Vasilyeva, Oleg S. Mariev

Экономика региона, Т. 17, вып. 4 (2021)

all political stability indicators should be trans-
formed into 3 indicators.

After determining the number of components 
based on the principal component analysis, it was 
specified, which indicators will be included in 
each factor. The rotation results are represented 
in Table 3.

According to the principal component anal-
ysis, the first index includes “Socioeconomic 

Conditions”, “Investment Profile”, “Corruption”, 
“Law and Order” and “Bureaucracy Quality” indi-
cators, which coincide with internal political envi-
ronment; therefore, the first component is named 
“Government effectiveness”. The representation 
of the principal component analysis is provided in 
Table 4.

The second component includes “Internal 
Conflict”, “External Conflict”, “Military in Politics”, 

Table 3
Rotation results for the principal component analysis

Variable Comp1 Comp2 Comp3 Unexplained 
Government Stability (GS) 0.813 0.195
Socioeconomic Conditions (SC) 0.443 0.237 
Investment Profile (IP) 0.367 0.346 
Internal Conflict (IC) 0.479 0.210 
External Conflict (EC) 0.437 0.529 
Corruption (CR) 0.418 0.223 
Military in Politics (MP) 0.393 0.193 
Religious Tensions (RT) 0.480 0.391 
Law and Order (LO) 0.419 0.269 
Ethnic Tensions (ET) 0.426 0.522 
Democratic Accountability (DA) -0.451 0.256 
Bureaucracy Quality (BQ) 0.451 0.18 

Source: Authors’ calculations based on institutional data provided by PRS-Group.

Table 2
Component eigenvalues for the principal component analysis

Component Eigenvalue Difference Proportion Cumulative
Component1 5.74107 4.22155 0.4784 0.4784
Component2 1.51952 .338277 0.1266 0.6050
Component3 1.18124 .27458 0.0984 0.7035
Component4 .906663 .360483 0.0756 0.7790
Component5 .546179 .0489946 0.0455 0.8246
Component6 .497185 .0873594 0.0414 0.8660
Component7 .409825 .0516209 0.0342 0.9001
Component8 .358205 .109915 0.0299 0.9300
Component9 .248289 .0109561 0.0207 0.9507
Component10 .237333 .0339284 0.0198 0.9705
Component11 .203405 .0523188 0.0170 0.9874
Component12 .151086 . 0.0126 1.0000

Source: Authors’ calculations based on institutional data provided by PRS-Group.

Table 4
New variables obtained from PCA and their structure

New variables obtained from PCA
Government effectiveness Conflicts and external policy Government Stability and Democracy

Structure
Socioeconomic Conditions (SC) Internal Conflict (IC) Government Stability (GS)
Investment Profile (IP) External Conflict (EC) Democratic Accountability (DA)
Corruption (CR) Military in Politics (MP)
Law and Order (LO) Religious Tensions (RT)
Bureaucracy Quality (BQ) Ethnic Tensions (ET)

Source: Authors’ calculations based on institutional data provided by PRS-Group.
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“Religious Tensions” and “Ethnic Tensions” indi-
cators. All of them show external and internal con-
flicts, in which a country is involved, together with 
military in politics that can be used for conflicts 
regulation. Therefore, the second component re-
fers to “Conflicts and external policy”.

The third component comprises “Government 
Stability” and “Democratic Accountability” in-
dicators, which refer to “Government Stability” 
indicator. 

The efficiency of the principal component 
analysis has been tested with the Kaiser-Meyer-
Olkin measure [55, 56]. The sampling is consid-
ered to be adequate if the value of this measure 
is greater than 0.5. The transformation of 12 in-
dices into three common indicators appears to be 
efficient since the obtained value of sampling ad-
equacy is equal to 0.87 (according to authors’ cal-
culations in Stata). 

Poisson Pseudo Maximum Likelihood Regression 

After the principal component analysis, the 
whole dataset was divided into four subsets ac-
cording to the development of the countries:

—	developed FDI-recipient and FDI-investing 
countries;

—	developed FDI-recipient and developing 
FDI-investing countries;

—	developing FDI-recipient and developed 
FDI-investing countries;

—	developing FDI-recipient and FDI-investing 
countries.

The division of the countries was accomplished 
based on the United Nations Conference on Trade 
and Development (UNCTAD) classification of 
countries’ development. 

First, we provide estimation results for Poisson 
Pseudo Maximum Likelihood method with instru-

mental variables (IV PPML) in order to evaluate the 
model. To check the obtained results for robust-
ness, we implement Poisson Pseudo Maximum 
Likelihood (PPML) and estimate the model ex-
cluding one control variable using IV PPML.

Table 5 presents the results of Poisson Pseudo 
Maximum Likelihood with instrumental varia-
bles (IV PPML). It is one of the methods developed 
by Silva and Tenreyro for estimating the gravity 
model, which considers both positive and negative 
values of a dependent variable. It allows avoiding 
the exclusion of data with negative values from 
the dataset. Indicators of a legal system’s histor-
ical belonginbelonging to a legal system — Anglo-
Saxon, German, French, or Scandinavian –are im-
plemented as instrumental variables. According to 
the Hansen’s J-statistics, the selected instrumen-
tal variables have strong power, and therefore are 
suitable for the analysis. 

As we have previously mentioned, the gravity 
model has two assumptions according to the in-
cluded variables. As it is represented in Table 5, 
the variables indicating the size of an economy 
have a positive impact on foreign direct invest-
ment. The distance between receiving and invest-
ing countries negatively affects foreign direct in-
vestment flows. Furthermore, all gravity variables 
are significant at 1 % significance level. Therefore, 
all gravity variables are significant and have pre-
dictable signs. 

However, after applying the instrumental ap-
proach, exchange rate became insignificant for 
most cases. All political stability indicators are in-
significant for developed FDI-recipient countries 
and developed FDI-investor economies. Similar 
results are obtained for the situation, when both 
countries are referred to developing economies. 
For developed economies, when investing to de-
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Fig. 1. Scree plot of eigenvalues

Source: authors’ calculations based on PRS-Group institutional data
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veloping ones, such indicators as “Government ef-
fectiveness” and “Conflicts and external policy” 
are important. By the improvement of these polit-
ical stability indicators, developed FDI-investors 
might increase outward direct investment to de-
veloping economies. However, “Government 
Stability and Democracy” index, which contains 
“Democracy accountability” and “Government 
Stability”, has a negative impact on bilateral for-
eign direct investment flows between developed 
and developing countries. It can be explained 
by political issues that developed economies are 
seeking, as experience shows that less democratic 
economies can be influenced by the global inter-
national policy. Developing countries strive to in-
vest into developed economies in order to get fi-
nancial and right protection, therefore, “Conflicts 
and external policy” is a significant indicator. 
Meanwhile, many developing economies are fac-
ing the problem of internal and external conflicts, 
which decreases the political stability of the state 
and leads to outward investment to developed 
FDI-recipient countries. 

After the main estimation, we provide PPML 
estimations for all datasets without instrumental 
variables in order to evaluate the model and check 

the estimation results for robustness. In addition, 
we check the model excluding exchange rate from 
the sample by applying IV PPML to examine the 
robustness of the results. The implementation of 
Poisson Pseudo Maximum Likelihood in the sta-
tistical package Stata for panel data does not al-
low working with dependent variables lying in 
the range below zero, therefore, all negative val-
ues were excluded from the dataset. For the sub-
set aincluding developed countries is recipients 
of FDI and a developed countries as investors, 6 
686 observations were excluded (30 % of the ana-
lysed series), which might exert the results. In case 
when a developed economy is an investor and a 
developing economy is a recipient, only 15 % were 
excluded due to negative values of dependent var-
iable. For a pair of countries, when both are de-
veloping, only 14 % were excluded from the series. 
From the last subset, 16 % of data were dropped 
due to negative values. 

Nevertheless, the estimates obtained from 
Table 6 indicate the robustness of the econo-
metric model. As we have previously mentioned, 
the gravity model has two assumptions accord-
ing to the included variables. As it is represented 
in Table 6, all gravity models have expected signs 

Table 5
Estimation results: political stability’s impact on foreign direct investment for four data subsets implementing IV 

PPML method

Dependent variable FDI Developed 
— developed

Developed 
— developing

Developing 
— developing 

Developing 
— developed

Logarithm of GDP importer country 2.982**

(1.421)
0.063**

(0.035)
0.088***

(0.009)
0.122***

(0.006)

Logarithm of GDP exporter country 0.828***

(0.151)
0.132***

(0.014)
0.077***

(0.006)
0.150***

(0.004)

Logarithm of distance −0.777***

(0.159)
−0.097***

(0.021)
−0.195***

(0.010)
−0.062***

(0.010)

Openness 0.063
(0.044)

0.050***

(0.017)
−0.0009***

(0.0003)
−0.0009***

(0.0003)

Inflation −1.548 **

(0.749)
0.006

(−0.015)
−0.002
(0.002)

−0.004***

(0.001)

Exchange rate 0.006
(0.374)

0.0002
(0.0003)

−0.002
(0.008)

0.017**

(0.007)
Government effectiveness in FDI-
recipient country

0.012
(0.009)

0.002*

(0.0009)
−0.0001
(0.0005)

−0.0006
(0.0004

Conflicts and external policy in FDI-
recipient country

−0.016
(0.011)

0.007***

(0.001)
0.0005
(0.002)

0.0003*

(0.0002)
Government Stability and Democracy 
in FDI-recipient country

0.007
(0.005)

−0.813*

(0.434)
0.0005
(0.002)

−0.010
(0.021)

Constant −49.243**

(24.723)
−0.063*

(0.035)
−0.878***

(0.237)
−1.427***

(0.183)
Observations 20 795 37 401 36986 21382
Hansen J. (p-value) 0.72 0.64 0.35 0.32

Notes: Significance: * < 0.1; ** < 0.05; *** < 0.01; standard errors in parenthesis
Source: Authors’ calculations based on data provided by International Monetary Fund, World Bank and PRS-Group.
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and significance: the variables indicating the size 
of an economy have a statistically significant pos-
itive impact on foreign direct investment, while 
distance negatively affects foreign direct invest-
ment flows. Furthermore, all gravity variables are 
significant at 1 % significance level. Openness is a 
significant factor in most cases; however, it has a 
positive impact only on developed economies. It 

can be explained that for developing countries, it 
is more difficult to compete with highly competi-
tive transnational companies from the developed 
countries, therefore, despite the higher openness 
rates in developed countries, the more it increases, 
the less investing power companies from develop-
ing economies have. It is worth to mention that 
the indicator of trade openness is insignificant be-

Table 7
Estimation results: robustness check for political stability’s impact on foreign direct investment for four data subsets 

implementing IV PPML method

Dependent variable FDI ≥ 0 Developed 
— developed

Developed 
— developing

Developing 
— developing 

Developing 
— developed

Logarithm of GDP importer country 2.982** (1.277) 5.035** (3.177) 0.086** (0.047) 0.097** (0.052)
Logarithm of GDP exporter country 0.828*** (0.160) 0.971*** (9.276) 0.074** (0.013) 0.085** (0.034)
Logarithm of distance −0.777*** (0.218) −2.300*** (2.504) −0.203** (0.012) −0.033** (0.012)
Openness 0.063 (0.039) 0.068** (1.232) −0.001** (0.003) −0.0009** (0.0002)
Inflation −1.548* (0.806) −2.283 (4.715) −0.002 (0.003) −0.003 (0.002)
Government effectiveness in FDI-
recipient country 0.012 (0.011) 0.006* (0.413) −0.001 (0.003) −0.0005 (0.0003)

Conflicts and external policy in FDI-
recipient country −0.016 (0.011) 0.004* (0.368) 0.003 (0.002) 0.0001* (0.0001)

Government Stability and Democracy 
in FDI-recipient country 0.007 (0.006) −0.006* (0.037) 0.002 (0.002) −0.074 (0.021)

Constant −49.243** (22.25) −71.486 −1.128** (0.097) −1.427** (0.174)
Observations 20 795 37 401 36986 21382
Hansen J. (p-value) 0.69 0.62 0.31 0.29

Notes: Significance: * < 0.1; ** < 0.05; *** < 0.01; standard errors in parenthesis
Source: Authors’ calculations based on data provided by International Monetary Fund, World Bank and PRS-Group.

Table 6
Estimation results: political stability’s impact on foreign direct investment  

for four data subsets implementing PPML method

Dependent variable FDI ≥ 0 Developed 
— developed

Developed 
— developing

Developing 
— developing 

Developing 
— developed

Logarithm of GDP importer country 0. 800*** (0.004) 0.58*** (0.051) 0.816*** (0.080) 0.654*** (0.025)
Logarithm of GDP exporter country 0.563*** (0.031) 0.57*** (0.048) 0.368*** (0.049) 0.601*** (0.029)
Logarithm of distance −0.528*** (0.036) −0.631*** (0.106) −1.199*** (0.075) −0.313*** (0. .078)
Openness 0.012*** (0.002) 0.009*** (0.002) −0.002 (0.003) −0.008*** (0.002)
Inflation −0.120*** (0.024) 0.047 (0.035) −0.093*** (.024) −0.059*** (0.010)
Exchange rate −0.059** (0.029) −0.183*** (0.047) 0.006 (0.054) −0.017 (0.026)
Government effectiveness in FDI-
recipient country 0.0008*** (0.0003) 0.002*** (0.0005) −0.0005 (0.0005) 0.0007*** (0.0003)

Conflicts and external policy in FDI-
recipient country −0.0002 (0.0002) −0.0009* (0.0005) 0.001 (0.0008) 0.0005 (0.0005)

Government Stability and 
Democracy in FDI-recipient country −0.0008*** (0.0002) 0.0007 (0.0005) 0.0009 (0.0006) −.001*** (0. .0003)

Constant −7.711*** (0.716) −6.382*** (1.277) −0.370 (1.259) −7.040*** (0.748)
Observations 14 109 31 556 31 626 17 788
Pseudo R sq. 0.19 0.024 0.14 0.13

Notes: Significance: * < 0.1; ** < 0.05; *** < 0.01; standard errors in parenthesis
Source: Authors’ calculations based on data provided by International Monetary Fund, World Bank and PRS-Group.
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tween developing economies. The magnitude of 
inflation in the country predictably has a statisti-
cally significant negative impact on the inflow of 
direct investment from the country. According to 
the results, exchange rate is insignificant for de-
veloping economies. Institutional indicators show 
unexpected results from the implemented PPML. 
Nevertheless, it can be asserted that “Government 
effectiveness” in most cases has a positive and sig-
nificant impact on foreign direct investment flows 
for all countries. Another two indicators, accord-
ing to these results, “Conflicts and external pol-
icy” and “Government Stability and Democracy” 
are facing struggles for interpretation, due to the 
change of signs. Additionally, “Conflicts and ex-
ternal policy” is insignificant in the analysis for 
most of the country pairs.

According to the estimations resulting from 
the implementation of IV PPML, the exclusion of 
exchange rate from the model did not influence 
the regression analysis output, which can be ob-
served in Table 7.

Conclusion

The article focuses on estimating the impact 
of political stability on foreign direct investment 
flows. Theoretically, the level of political stability 
of both FDI-recipient and FDI-investing countries 
indirectly characterises the level of costs of do-
ing business in countries. Therefore, the provision 
of better institutional environment should have a 
positive effect on foreign direct investment flows 
between the countries.

Major empirical studies confirm the positive 
impact of political stability on foreign direct in-
vestment flows. Meanwhile, many studies do not 
take into account the most important factors that 
can lead to biased estimates, ignoring the prob-
lem of endogeneity or not accounting for the grav-
ity approach (or just excluding such FDI determi-
nants as distance between countries and the size 
of the exporting country).

Implementing the gravity approach to model 
bilateral foreign direct investment flows, Poisson 
Pseudo Maximum Likelihood method with in-
strumental variables, and the principal compo-
nents analysis to examine various aspects of in-
stitutional development, we found that for coun-
tries of the same development level there is no un-
ambiguous confirmation of the hypotheses about 
the positive impact of political stability on for-
eign direct investment flows. Considering the bi-
lateral foreign direct investment between devel-
oped economies, political stability indicators are 
insignificant at all. Similar result was obtained for 
foreign direct investment flows between develop-

ing countries. Institutional variables are impor-
tant only for countries with different development 
levels, which confirms the hypothesis that coun-
tries’ development level affects FDI flows between 
them. However, we also found the difference in 
factors’ significance for developed FDI-investors 
and developing FDI-investors. For developed 
FDI-investors, all political stability indicators 
are significant, when investing FDI to develop-
ing economies. Simultaneously, such indicators 
as “Government effectiveness” and “Conflicts 
and external policy” have a positive and signifi-
cant influence on foreign direct investment flows 
between developed and developing countries. 
These indicators are important for developed FDI-
investors. However, “Government Stability and 
Democracy” has a negative impact on foreign di-
rect investment flows. That might be caused by 
lower level of democracy in a FDI-recipient coun-
try, which gives companies from developed econ-
omies more flexibility and opportunity to set their 
right, or it might be associated with political is-
sues, which are nowadays raised in many devel-
oping economies. Considering FDI flows from de-
veloping to developed economies, “Government 
effectiveness” and “Government Stability and 
Democracy” appeared to be insignificant, while 
“Conflicts and external policy” positively and sta-
tistically affects foreign direct investment flows. 
To summarise, in most cases, the improvement of 
political stability leads to an increase in foreign 
direct investment. It is necessary to mention that 
the econometric analysis was conducted based on 
the gravity approach and implementation of the 
IV PPML method, which provide unbiased and rel-
evant results that can be used by countries’ gov-
ernments in order to improve institutional en-
vironment and enhance political stability in the 
country. The government policy should take into 
account the significance of institutional environ-
ment. Coincidently, the government policy on FDI 
attraction should be aimed at the countries with 
different development level. Thus, the establish-
ment of institutional quality improvement pro-
grammes in developing economies will spur FDI 
inflows from developed countries.

At the same time, it is necessary to consider 
other macroeconomic factors when investing to 
the country of the same development level; there-
fore, the main conclusion reached in this study is 
that the influence of political on the inflow of for-
eign direct investment is not exaggerated. Still, 
with a high degree of probability, it can be argued 
that other factors are of higher priority for for-
eign companies to make decisions on foreign di-
rect investment.
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